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Abstract
This essay surveys the theoretical
and empirical literature on the inter-
dependence between economic
growth and the financial sector. It is
shown that typical financial sector
functions such as price discovery,
risk sharing, and liquidity transfor-
mation have a non-trivial effect on
the growth of the real sector of the
economy. Gains come mainly from
reduced transactions costs as well
as better allocation of resources.
International empirical evidence
largely supports the proposition that
more financially sophisticated coun-
tries grow at faster rates than finan-
cially repressed ones. Nevertheless,
several questions regarding the effect
of financial development on econo-
mic growth remain unanswered,
and several suggestions for future
research are given in the final section
of the paper.
Keywords: economic growth; finan-
cial sector; financial development;
interdependence.
Resumo
Este ensaio revisa a literatura te-
órica e empírica sobre a interdepen-
dência entre crescimento econômi-
co e o setor financeiro. É apresenta-
do que as funções típicas do setor
financeiro tais como revelação de
preços, compartilhamento de riscos
e transformação de liquidez têm um
efeito não trivial sobre o crescimen-
to do setor real da economia. Os gan-
hos provêm principalmente da redu-
ção dos custos de transação assim
como da melhor alocação de recur-
sos. A evidência empírica internaci-
onal em geral apoia a proposição de
que países mais sofisticados finan-
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ceiramente crescem a taxas mais rá-
pidas do que países financeiramen-
te reprimidos. Não obstante, muitas
questões sobre o efeito do desenvol-
vimento financeiro sobre o cresci-
mento econômico permanecem sem
resposta. Ao final do artigo, são ofe-
recidas diversas sugestões para fu-
turas pesquisas.
Palavras-chave: crescimento econô-
mico, setor financeiro, desenvolvi-
mento financeiro; interdependência.
The understanding of business
on an international scale usually
requires from the professional ana-
lyst the mastering of several disci-
plines: marketing, economics, fi-
nance, operations management, and
intercultural studies, among other
social and human sciences. It is
tempting – in such a diverse field of
study – to attribute great importance
to conditions particular of a single
country, such as its history, the cul-
ture of its people, its institutional
arrangements, and its particular eco-
nomic environment. However, as
any basic science course teaches, a
theoretical model must be an accu-
rate description of the real world and
yet parsimonious enough to be
implemented with a finite number of
variables. In my point of view, this
fact poses one of the central research
problems in international business
studies: are universal theories suit-
able to understand economic agents’
behavior under particular business
conditions in different countries? It
is within this broad framework that
this paper is developed.
The main objective is to explore
the interdependence between the
macroeconomic environment and
the financial sector and how the in-
teractions between them affect the
business conditions of firms. The
paper’s ultimate purpose is to derive
a few lessons regarding the interde-
pendence between the macroeco-
nomic environment and finance that
may be useful to a variety of parties
such as academic researchers, eco-
nomic policymakers in developing
countries, managers of local and
multinational private corporations,
executives of international financial
institutions, managers of the invest-
ment fund industry, and the staff of
multilateral organizations, particu-
larly those interested in developing
countries.
The remainder of this paper is
structured as follows. The next sec-
tion presents an overall literature
review on the relationship between
economic growth and the financial
sector. Section 2 presents the main
empirical evidence on this subject,
while the last section outlines a syn-
thesis of this literature. From this
synthesis, I suggest several prospec-
tive research topics for future inves-
tigation.
1. Theoretical Overview
The relationship between the fi-
nancial and the real sector of the
economy and its potential effects on
1 Doutor em Administração pela McGill University (Montreal, Canadá), Professor Adjunto do Programa
de Pós-Graduação em Economia da Universidade do Vale do Rio dos Sinos (Unisinos). O autor
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growth were largely ignored until
the late 1960s. It was with the break-
through works of Goldsmith (1969),
McKinnon (1973) and Shaw (1973)
that financial markets come to oc-
cupy a major role in the growth lit-
erature. These authors argue that the
development of the financial sector
is not simply a byproduct of overall
economic growth, but rather lever-
ages the growth process. It can as-
sist in the breakaway from sluggish
economic performance to acceler-
ated growth, mainly through incen-
tives to save and invest.
Based on quantitative compara-
tive analysis of the financial struc-
ture of between half to three dozen
countries, Goldsmith (1969) tries to
answer the following questions: who
finances whom at different stages of
financial development; to what ex-
tent; through which instruments;
and with what effects on economic
development. He concludes that (1)
financial superstructure grows more
rapidly than the infrastructure of
national product and wealth (the
ratio of aggregate market value of all
financial instruments to the value of
tangible net national wealth in-
creases); (2) this increase is bounded
upwards (between 1 and 1½); (3)
LDCs have much smaller ratios than
Europe and North America; (4) the
main determinant of the financial
superstructure is the separation of
the saving and investment functions
among different economic units; (5)
the share of financial institutions in
the issuance and ownership of fi-
nancial assets increases consider-
ably with economic development; (6)
this institutionalization of saving
and ownership has affected the main
types of financial instruments differ-
ently: more progress on claims than
on equity securities; (7) financial
development started everywhere
with the banking system and has
been dependent on the diffusion of
scriptural money through the econo-
my; (8) the share of the banking sys-
tem in the assets of all financial in-
stitutions has declined with eco-
nomic development; (9) foreign fi-
nancing has played a substantial
role in some phase of the develop-
ment of most countries; (10) trans-
fers of technology and entrepreneur-
ship have been easier to accomplish,
and on the whole more successful,
with respect to financial instruments
and institutions than in many other
fields; (11) the cost of financing is
distinctly lower in financially devel-
oped countries than in LDCs; and
(12) as real income and wealth in-
crease, in the aggregate and per head
of the population, the size and com-
plexity of the financial superstruc-
ture grow, although the direction of
causation could not be established.
McKinnon (1973) focuses on the
extraordinary distortions commonly
found in the domestic capital mar-
kets of developing countries. He
finds that the impact of monetary and
financial policies on LDCs capital
markets is much greater than is gen-
erally supposed, and that policies
often stifle incentives to save and
invest. Repression of the financial
sector is paralleled by the use of tar-
iffs and quotas in an effort to pro-
mote development by manipulating
the foreign trade sector. The author
suggests that a more effective strat-
egy for economic growth would pro-
ceed from a thorough liberalization
of domestic financial markets, the
liberalization of the foreign ex-
change market, and the lifting of re-
straints on foreign trade. This strat-
egy, which he calls a “bootstrap”
approach for development, aims at
securing a country’s own economic
development without having to rely
on foreign aid, foreign capital invest-
ment, and multinationals’ direct in-
vestment, technology, and manage-
rial skills.
Shaw (1973) argues that the fi-
nancial sector of an economy does
matter in economic development. It
can assist in the break from plodding
repetition of repressed economic per-
formance to accelerated growth.
Numerous economies with low lev-
els of per capita income and wealth
have been attracted at times to a de-
velopment strategy that results in
“shallow” finance. By distorting fi-
nancial prices including real money
balances, interest rates and foreign
exchange rates, it has reduced the
real rate of growth and the size of
the financial system relative to non-
financial activity. The author elabo-
rates on the classical approach of
money, finance and capital accumu-
lation by introducing uncertainty
and rigidities in output and finan-
cial decisions. Also, his model di-
verges from the Keynesian Liquid-
ity Trap by considering money not
as wealth but as debt of the monetary
system. After outlining the prin-
ciples of his model, the author dis-
cusses financial repression, its nega-
tive impact on growth, and its inter-
relations with the monetary system,
fiscal policy and international trade
and finance. As a subsidiary result
of his analysis, the author argues
that financially repressed economies
not only sacrifice the leverage for
growth that could be realized from
financial deepening, improved fis-
cal performance and closer integra-
tion with external markets, but also
suffer from a higher degree of short-
term instability in the growth pro-
cess. The author concludes that fi-
nancial deepening along with com-
patible reforms in the fiscal and in-
ternational sectors may make
growth paths both steeper and
smoother.
In traditional growth theory, it
was believed that financial interme-
diation could have an effect on the
levels of the capital stock per worker
or to the level of productivity, but not
on growth rates. The breakthrough
work of Romer (1986), however, al-
lowed the emergence of endogenous
growth models in which institu-
tional arrangements influence the
growth rate endogenously, thus pro-
viding the theoretical basis for a re-
lationship between financial mar-
kets and economic growth.
Pagano (1993) provides a simple
example of how the financial struc-
ture can affect growth. Assume a com-
petitive economy where N identical
firms produce output yt with indi-
vidual capital stock kt according to:
α
tt Bky = (Eq. 1)
Where B is the average capital stock
in the economy, given by:
α−
=
1
tAkB (Eq. 2)
B it is taken as a parameter by the
individual firm and A is regarded
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as the social marginal productivity
of capital. Aggregate output is then
given by:
tttt AKNBkNyY ===
α     (Eq. 3)
Aggregate investment is given by:
ttt KKI )1(1 δ−−= +     (Eq. 4)
Where d is the rate of deprecia-
tion of capital. For simplicity, as-
sume a constant population and a
closed economy with no government
sector. This implies that in capital
market equilibrium, savings must
equal investment. However, let’s
consider that a fraction 1 – f of sav-
ings is captured by the financial sec-
tor in the form of fees and spreads (it
is assumed that these rents are to-
tally consumed instead of rein-
vested). Therefore:
tt IS =φ     (Eq. 5)
Using Eq. 3, Eq. 4, and Eq. 5, the
growth rate g at t + 1 is given by:
termediaries (1 – f) tends to be com-
peted away, and the total resources
available for investment increases,
therefore increasing the growth rate
g (BENCIVENGA, SMITh, and STARR,
1996). Besides fees and spreads, the
size of f can also be affected by gov-
ernment specific policies such as re-
strictive regulations, taxation, and
reserve requirements (AMABLE and
CHATELAIN, 1996). Another way
financial markets can positively af-
fect the growth rate is by providing
efficient allocation of capital. Finan-
cial intermediaries help investment
in projects with the highest marginal
product of capital by collecting and
disseminating information on alter-
native projects, and by encouraging
individuals to invest in riskier – and
usually more productive – projects
by providing portfolio diversifica-
tion (ATJE and JOVANOVIC, 1993;
LEVINE and ZERVOS, 1996; Obst-
feld, 1994). This risk sharing role of
the financial sector affects the mar-
ginal productivity of capital (A) by
pooling resources and permitting the
funding of less liquid projects, pre-
venting inefficient bankruptcy, as
well as creating the conditions for
diversification of volatility risks. Fi-
nally, productivity may be increased
by technological specialization of
firms, once these higher idiosyncratic
risks can be shared efficiently via the
stock market.
More ambiguous effects of the fi-
nancial sector over growth refer to
its impact on the saving rate and the
interest rate. The existence of a finan-
cial market may actually reduce s –
and therefore g – for several reasons.
By providing risk-sharing technol-
ogy, the financial sector reduces the
need for precautionary savings of
households. Also, portfolio diversi-
fication may lead to a negative effect
on the saving rate if the (constant)
risk-aversion coefficient is bigger
than unity (Pagano 1993; Devereux
and Smith, 1994). The financial sec-
tor also extends credit for house-
holds under the form of mortgages
and loans and this too reduces the
needs for precautionary savings.2
Finally, besides the effects of the di-
rect financial sector cost f on growth,
there are interest rate effects to be
considered. The effect of the real in-
terest rate on the savings rate is theo-
retically ambiguous and definite
empirical evidence has not been pre-
sented. If the development of the fi-
nancial sector helps to narrow the
spread and therefore raises the in-
terest rate paid to savers, it is still
unclear what the impact should be
on growth.
An interesting question however
is not whether the existence of a fi-
nancial sector contributes to growth
but how the development of such a
sector relates to economic develop-
ment. In order to do so, it is essential
that financial development be pre-
cisely defined. Arestis and Deme-
triades (1996) list three problems that
financial sectors are expected to re-
solve: informational problems, prin-
cipal/agent problems, and uncer-
tainty problems. Informational prob-
lems refer to problems such as ad-
verse selection. Principal/agent
problems address problems such as
moral hazard and incentive mecha-
nisms. Finally, uncertainty problems
relate to risk sharing technologies
such as insurance and portfolio di-
versification. The degree of develop-
ment of the financial sector would
be ideally measured by how well it
resolves these problems. Of course,
this is not an easy task, and most
empirical work in this area has cho-
sen proxies related more to the size
of financial indicators relative to
aggregate output or per capita out-
put. As a matter of fact, these indica-
tors are more measures of depth and
scope of the financial market rather
than strict measures of its degree of
development, but this is a typical
shortcoming of empirical research.
It is easy to identify a typology of
financial systems. There are two ba-
sic types often mentioned in the lit-
erature: bank-based financial systems
and market-based financial systems.
Bank-based systems rely on the in-
volvement of the banking firm with
industrial firms as the main way to
(Eq. 6)
Where st denotes the gross sav-
ings rate. Dropping the time sub-
scripts, the steady state growth rate
becomes:
δφ −= sAg (Eq. 7)
In short, financial markets may
affect the growth rate directly through
the portion 1 – f of savings that are
consumed in the financial interme-
diation process. There are, however,
other plausible ways in which the fi-
nancial sector may influence growth.
Pagano (1993) makes the distinction
between positive effects of financial
development on growth and am-
biguous effects.
Positive effects of a developed fi-
nancial sector refer to the channel-
ing of savings to firms and the im-
provement of the allocation of capi-
tal. As the financial sector becomes
more developed, the proportion of
savings consumed by financial in-
2 Notice however, that if households take loans to finance the accumulation of human capital, then the
effect on growth may be ambiguous: a lower saving rate but perhaps a higher productivity of capital.
96 Ano VIII • Nº 13 • Janeiro de 2006 • Salvador, BA RDE - REVISTA DE DESENVOLVIMENTO ECONÔMICO
transfer resources into production.
Banks collect the savings of the
households and invest such funds
according to its valuation tech-
niques and private information of the
firms they work with. In such a sys-
tem, the industrial firm’s ownership
is concentrated in a small number of
shareholders, each with a large stake
in the company. Banks participate
actively in the board of directors,
management performance is evalu-
ated by the small group of sharehold-
ers, and changes in management are
decided usually within the scope of
the firm. The market for corporate
control is small, and mergers and
acquisitions are rare. Firms rely
heavily on bank loans for their fi-
nancing and not so much on equity.
Banks exercise an important role in
monitoring corporate performance
and providing liquidity transforma-
tion technology for the economy.
Germany and Japan are usually
mentioned as examples of a bank-
based financial system.
The market-based system on the
other hand, relies on capital markets
as the main source of funds for long-
term investment, either as debt or
equity. Banks do not get closely in-
volved with industrial firms, corpo-
rate ownership is dispersed among
a large number of small sharehold-
ers, and the market for corporate con-
trol is very active. Management per-
formance is monitored by marked-
based mechanisms such as hostile
takeovers. Examples of such system
are the United States and the United
Kingdom. Besides these two “pure”
types of financial systems, there is a
continuum of intermediary possi-
bilities in between. Also, one cannot
underestimate the role of banks in
market-based systems: investment
banks provide much of the financ-
ing for hostile takeovers in the Uni-
ted States.
With respect to the three problems
that financial systems should re-
solve, it is generally accepted that –
under appropriate incentives – bank-
based systems are more capable of
addressing those problems than
market-based systems (Arestis and
Demetriades, 1996). However, one
cannot really establish that one sys-
tem is a priori more developed than
the other. Moreover, one can observe
countries with similar types of finan-
cial systems but at different stages
of financial development. Finally,
some empirical evidence exists for a
complementary role between the
capital market and the banking sys-
tem (BOYD and SMITH, 1996; DE-
MIRGÜÇ-KUNT and Levine, 1996b).
In this sense, it is useful to intro-
duce yet another dimension of finan-
cial development: the government’s
role in administering prices and
quantities in the financial sector, as
in the case for interest rate controls,
capital rationing, and directed lend-
ing. A financial system is said to be
repressed when such kinds of gov-
ernment intervention are common.
Liberalized financial systems, on the
other hand, are those in which the
economic agents decide the alloca-
tion of capital based on market rates.
The effects of repression on growth,
in a government-administered fra-
mework like the one discussed above,
can occur in three ways: firstly, in-
terest rate controls, taxation, and
capital requirements all depress f
which in turn reduces growth. Sec-
ondly, directed lending may allocate
investment to sub-optimal projects,
reducing the marginal product of
capital.3 Finally, repressive policies
may artificially reduce the real in-
terest rate, which in turn may have
an ambiguous effect on the saving
rate. One can observe that bank-
based financial systems allow for a
more active role of the government
in implementing repressive policies.
Under a specific set of conditions,
however, it can be shown that gov-
ernment intervention on the financial
market may indeed boost growth.
Hellmann, Murdock, and Stiglitz
(1996) focus on interventionist poli-
cies to enhance deposit mobilization,
while Levine (1996) contends that
intervention and/or regulation may
be growth enhancing in the presence
of pervasive market failures, but ad-
mits that interventions themselves
may at times cause or aggravate
other market failures. Finally, Ama-
ble and Chatelain (1996) suggest that
government policies that reduce the
problem of asymmetric information
are likely to have a positive effect on
growth.
So far the financial sector as a
whole has been discussed. One im-
portant element of a financial sys-
tem is the stock market. That is par-
ticularly true not only for market-
based financial systems but also for
many emerging economies, which
observed a great increase in interna-
tional portfolio investment in their
domestic markets since the early
1990s. Demirgüç-Kunt and Levine
(1996c) summarize the role of stock
markets in economic growth under
four topics: creation of liquidity, risk
diversification, incentives to gover-
nance, and price discovery.
Stock markets provide liquidity
for equity investment and therefore
create incentives for longer-term in-
vestment. The liquidity generated by
a stock market reduces the transac-
tion costs associated with holding
equity and therefore improves the
allocation of capital towards higher
productivity projects. The positive
effects of improved liquidity are two-
fold: first, it allows the economy to
grow faster because of an improve-
ment in marginal returns (Boyd and
Smith, 1996); second, because invest-
ment in equity can be cheaply re-
versed by selling shares in the mar-
ket, higher volumes of savings are
allocated in such projects (Benci-
venga, Smith, and Starr, 1996). How-
ever, one can list at least three po-
tentially negative effects of liquidity
on growth: by reducing the savings
rate through income and substitu-
tion effects generated by higher av-
erage returns, by reducing the need
for precautionary savings, and by
encouraging investor myopia and
therefore relaxing monitoring (De-
mirgüç-Kunt and Levine, 1996b).
Although there is theoretical re-
search on these effects, the empiri-
cal evidence is still scarce.
The technology to diversify risks
of specialized projects through the
stock market affects growth by shift-
ing a higher proportion of savings
towards riskier, higher return invest-
3 Not to mention moral hazard and rent seeking.
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ment projects. This boosts economic
growth provided that the effects on
the savings rate (income and substi-
tution effects, reduction of precau-
tionary savings) do not offset the
higher productivity of capital.
Large and more liquid stock mar-
kets may provide incentives that re-
duce the principal/agent problem
between management and share-
holders. The creation of an active
market for corporate control is an
effective incentive to keep manage-
ment’s interests aligned with share-
holder interests. Moreover, the devel-
opment of the stock market and the
creation of new financial instru-
ments such as derivatives help in the
design of incentive mechanisms for
managers to maximize shareholders
wealth.
Finally, the price discovery func-
tion of the stock market may affect
growth in two ways. In relatively
inefficient markets, it pays investors
to research firms carefully before
making their investment decisions,
since they can profitably trade us-
ing their better information. This
leads to an improvement of the qual-
ity of the projects to be executed. In
efficient markets, all information is
quickly revealed in prices, again
contributing to the quality of projects.
However, this may lead to the free-
rider problem: investors will not
spend resources collecting informa-
tion about firms if they cannot profit
from it.4
2. Empirical Evidence
Despite the obvious implications
that the relationship between finan-
cial development and economic
growth may suggest, the empirical
literature in this field is not as com-
prehensive as one might expect. Be-
yond the early studies of Goldsmith
(1969) and McKinnon (1973), empiri-
cal tests of such relationship are in
general recent. In a well-known pa-
per, King and Levine (1993) study
the empirical link between a range
of indicators of financial develop-
ment and economic growth. They
find that indicators of the level of fi-
nancial development (the size of the
formal financial intermediary sector
relative to GDP, the importance of
banks relative to the central bank, the
percentage of credit allocate to pri-
vate firms, and the ratio of credit is-
sued to private firms to GDP) are
strongly and robustly correlated
with growth, the rate of physical
capital accumulation, and improve-
ments in the efficiency of capital al-
location. Also, the predetermined
components of these financial devel-
opment indicators significantly pre-
dict subsequent values of the growth
indicators. The data are consistent
with the view that financial services
stimulate economic growth by in-
creasing the rate of capital accumu-
lation and by improving the effi-
ciency with which economies use
that capital. The authors concluded
that Schumpeter might have been
right about the importance of finance
for economic development.
Similarly, Atje and Jovanovic
(1993) empirically test whether fi-
nancial development (especially
stock market development) affects
the level and/or the growth rate of
economic activity, and they find a
substantial effect on both. They find
no effect when the financial devel-
opment proxy used is credit ex-
tended by private and government
banks as a ratio to gross domestic
product (GDP). However, when the
proxy is the ratio of annual value of
all stock market trades to GDP, the
data strongly supports the model. As
for level effects, the authors also find
significant coefficients, although the
estimates do not seem fully consis-
tent with the tendency for interme-
diation’s share in income to rise with
the level of development.
Murinde (1996) estimates an en-
dogenous growth model in which
growth derives from the behavior of
economic agents in markets for
credit, bonds and shares using the
Zellner (1962) procedure for a group
of seven Pacific Basin countries. The
empirical investigation is further
extended by using growth account-
ing exercises and by extending the
analysis of the role of stock markets
as suggested by Atje and Jovanovic
(1993). In particular, the empirical
analysis indicates that stock market
development is significantly linked
to economic growth.
Odedokun (1996) provides an in-
depth empirical analysis of the rela-
tionship between financial develop-
ment and the efficiency of invest-
ment, proxied by the incremental
output-capital ratio. For his analy-
sis, the author constructs a wide
range of alternative indicators for fi-
nancial intermediation, government
intervention in the financial sector,
interest rates, exchange rates, and
inflation. His findings show that fi-
nancial intermediation (measured in
terms of flow variables) is positively
related to investment efficiency. By
contrast, government intervention
appears to be negatively related to
efficiency. He also finds that policies
of real exchange rate appreciation,
as well as high inflation are ad-
versely related to investment effi-
ciency. The relation between inter-
est rates and efficiency remains un-
determined in his analysis however.
Fry (1996) investigates the role
financial conditions have played in
producing the virtuous circles of
high saving, investment, output
growth and export growth in a
sample of Pacific Basin countries
during the past few decades. High
saving and investment stimulate
output growth and export growth.
In turn high growth raises saving
and investment levels. The author
finds that the relatively undistorted
nature of both financial and foreign
exchange markets in these countries
has been important to raise their sav-
ing, investment, output and export
levels over a long period of time.
Levine and Zervos (1996) exam-
ine whether there is a strong empiri-
cal association between stock market
development and long-term growth.
The authors use cross-country re-
gressions to examine the association
between stock market development
and economic growth. Using data of
4 One can argue that recent developments in the U.S. stock market (e.g. Tyco, Enron, Worldcom, etc)
cast doubt on the depth of the financial analysis carried on. In this case, free-riders have been punished
for complacent reliance on market-generated information. I am thankful to Prof. Jan J. Jorgensen for
pointing this out.
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forty-one countries over the period
from 1976 to 1993, they split the
sample period so that each country
has two observations with data av-
eraged over each subperiod. The
authors regress the growth rate of
GDP per capita on a variety of vari-
ables designed to control for initial
conditions, political stability, invest-
ment in human capital, and macro-
economic conditions. Then, they in-
clude the composite index of stock
market development. Thus they
evaluate whether there is a relation-
ship between economic growth and
stock market development that is
independent of other variables as-
sociated with economic growth.
They find a strong correlation be-
tween overall stock market develop-
ment and long-run economic growth.
After controlling for the initial level
of GDP per capita, initial investment
in human capital, political instabil-
ity, and measures of monetary, fis-
cal, and exchange rate policy, stock
market development remains posi-
tively and significantly correlated
with long-run economic growth.
Studies such as the one men-
tioned above generally assume that
financial development causes eco-
nomic growth. However, the direc-
tion of causality between financial
development and economic growth
has been a controversial issue in eco-
nomics. Arestis and Demetriades
(1996) challenge the causal interpre-
tation of previous empirical work
that is based on a fragile statistical
basis. Once contemporaneous corre-
lation between the financial indica-
tor and economic growth has been
accounted for, there is no longer any
evidence of causality from financial
development to economic growth.
The second goal of the authors is to
demonstrate that cross section data
sets cannot address the question of
causality in a satisfactory way. The
authors conduct cointegration and
causality tests using time series data
for twelve representative countries.
The results in all cases tend to jus-
tify their claim for the importance of
institutional considerations and
policy differences. The results de-
pends very much on the institutional
characteristics, including the type of
financial system and the type of fi-
nancial policies followed, as well as
the efficiency in implementing such
policies. Also, the authors find that
the definition of the financial indi-
cator used in the analysis also has
considerable importance for the re-
sults.
The empirical definition of “stock
market development” is the main
concern of Demirgüç-Kunt and
Levine (1996b). They contribute to
the literature by collecting and com-
paring a broader array of empirical
indicators of stock market develop-
ment than any previous study. Us-
ing data on forty-four developing
and industrial countries from 1986
to 1993, the authors examine differ-
ent measures of stock market size,
market liquidity, market concentra-
tion, market volatility, institutional
development, and integration with
world capital markets. The goal is to
produce a set of stylized facts about
various indicators of stock market
development that facilitates and
stimulates research into the links
among stock markets, economic de-
velopment, and corporate financing
decisions.
These authors find enormous
cross-country variations in stock
market indicators and attractive cor-
relations among the indicators. Al-
though many stock market develop-
ment indicators are significantly cor-
related in an intuitively plausible
fashion, the individual indicators
produce different country rankings.
Although richer countries generally
have more developed stock markets
than pioneer countries, many mar-
kets labeled emerging are more devel-
oped than those in France, the Neth-
erlands, Australia, Canada, Sweden,
and Norway. Using measures of size,
liquidity, and international integra-
tion, the authors evaluate which mar-
kets have been developing fastest over
the years. The article documents the
relationship between the various
stock market indicators and mea-
sures of financial intermediary devel-
opment. Since debt and equity are
frequently viewed as alternative
sources of corporate finance, stock
markets and banks are sometimes
viewed as alternative vehicles for fi-
nancing corporate investments. The
authors document the cross-country
ties between stock market develop-
ment and financial intermediary de-
velopment using measures of the size
of the banking system, the amount
of credit going to private firms, the
size of non-bank financial corpora-
tions, and the size of private insur-
ance and pension companies. They
find that most stock market indica-
tors are highly correlated with the
development and efficient function-
ing of banks, non-bank financial cor-
porations, and private insurance
companies and pension funds.
Countries with well-developed
stock markets tend to have well-de-
veloped financial intermediaries.
Also, developing countries with
well-developed financial systems
are growing faster than developing
countries with under-developed fi-
nancial sectors.5
Demirgüç-Kunt and Maksimovic
(1996) empirically explore the effect
of financial market development,
particularly stock market develop-
ment, on financing choices of firms.
The authors use aggregated firm-
level data for a sample of thirty coun-
tries from 1980 to 1991. They mea-
sure stock market development by
the ratio of market capitalization to
GDP, the ratio of total value of shares
traded to GDP, and the ratio of total
value of shares traded to market capi-
talization. Taking all the countries
in the sample together, the authors
find that there is a statistically sig-
nificant negative correlation between
stock market development, as mea-
sured by market capitalization to
GDP, and the ratios of both long-term
and short-term debt to total equity of
firms. There is also a statistically sig-
nificant positive relationship be-
tween the size of the banking sector
and leverage. The relationship be-
tween leverage and stock market
development loses significance
when they control for variables that
have been identified in the corporate
5 Demirgüç-Kunt and Levine’s (1996b) data ends in 1993, before the Mexican and Asian crises. Thus,
it would be interesting to test for the robustness of their results after these episodes.
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finance literature as determining
firms’ financial structures.6 An inter-
esting pattern emerges when the full
sample is broken down into sub-
samples. In developed markets, fur-
ther development leads to a substi-
tution of equity for debt financing,
especially for long-term debt. In de-
veloping markets, large firms become
more levered as the stock market de-
velops, but small firms do not ap-
pear to be significantly affected by
market development. These findings
suggest that the development of a
stock market initially affects directly
the financial policies of only the larg-
est firms. This may be because di-
versification of ownership and the
aggregation of information provided
by the development of stock markets
initially benefits the larger firms
more because of the need to spread
fixed issuance costs and traders’
costs of information acquisition.
Demirgüç-Kunt and Levine
(1996a) discuss the relationship be-
tween the initial state and reform of
the financial system on the one hand
and public enterprise reform on the
other hand. Based on detailed infor-
mation of nine country case studies,
they find that private enterprise re-
form is more successful in countries
with initially relatively well-devel-
oped financial systems. Moreover,
they find that private enterprise re-
form is implemented much more suc-
cessfully if such a reform is supple-
mented by substantial and well-de-
signed financial sector reforms.
However, they underline the fact
that the causal relationship between
the two kinds of reforms runs in both
directions, and that exogenous fac-
tors are important in determining the
ultimate outcome of both reforms.
Berthélemy and Varoudakis (1996)
empirically test an endogenous
growth model, which exhibits mul-
tiple steady state equilibria due to
reciprocal interactions between the
financial and real sectors in the
economy. The model shows that de-
pending on the nature of steady state,
there may exist a poverty trap in
which the financial sector “disap-
pears” and where the economy stag-
nates, or endogenous economic
growth may be positive and finan-
cial intermediation follows a normal
development path. They support
their model by testing empirically the
existence of multiple steady states
linked to the initial state of financial
development in a cross-section of 95
developed and developing coun-
tries. Their results show that while
education is a pre-condition for
growth, financial under-develop-
ment may become a major obstacle
in countries where the educational
pre-condition is satisfied. Moreover,
they show that the optimality of
other policies such as trade policy
and government expenditure policy
depend on a reasonably well-devel-
oped financial system. This result
leads to the conclusion that second-
best policies in countries that have
not succeeded in developing a finan-
cial system might be quite different
from the policies usually advocated
in a first-best framework.
3 Synthesis
In summary, there is a vast theo-
retical literature going back three
decades explaining the linkages of
financial sector development and
economic growth. Under competi-
tive markets the role of the financial
system in channeling savings to-
wards the highest return projects is
beneficial to welfare and allows
faster growth. Moreover, as the finan-
cial market develops and becomes
more competitive, transaction costs
tend to fall and the net savings di-
rected to investment increase. There-
fore, given these conditions, the fi-
nancial sector plays an important
role as a catalyst for growth. More
recent literature, however, questions
the direction of the impact of finan-
cial development on aggregate sav-
ings because of income and substi-
tution effects. Also, improvements in
risk diversification may induce in-
vestors to become reckless in their
research for projects because of the
free-rider problem, which may in the
aggregate lead to less efficient re-
source allocation.
The available empirical evidence
in general supports the view that
overall financial development has a
positive effect on economic growth
and that stock market development
in particular has an even more sub-
stantial impact than banking devel-
opment. There is however plenty of
evidence on the complementary
roles between banking system and
stock market development as the fi-
nancial system becomes more devel-
oped. Government intervention on
the financial sector has been shown
to be in general adverse to develop-
ment, except in the presence of very
specific market failures. Finally, the
evidence on the effect of financial
integration with the global market
is as yet ambiguous.
A few aspects are not explored in
the literature and should deserve
more detailed investigation. For in-
stance, how do different financial
intermediation systems (market-
based versus bank-based) compare
in terms of their contribution to
growth? Is competition policy in the
banking sector a major element of fi-
nancial development and therefore
economic growth? Given different
initial conditions (income, deposits,
liquidity, etc), what are the policies
that developing countries should
address in order to develop their fi-
nancial sectors? Similarly, given
imperfect competition in the bank-
ing sector and incompleteness in
capital markets that characterize
developing countries, how should
policymakers proceed in order to
develop the financial sector in a sus-
tainable fashion? Is there an optimal
sequence of measures? How does the
recent experience of developing
countries contrast to theory with re-
spect to financial liberalization?
What are the causality linkages be-
tween the real sector and the finan-
cial sector of the economy? To what
extent do macroeconomic factors in-
fluence the degree of indebtedness
of households and firms?
These are all interesting ques-
tions whose answers will greatly
contribute to our understanding of
the subtler interrelations between fi-
nance and growth. Of course, ad-
6 Such as the ratio of net fixed assets to total assets, the ratio of earnings to total assets, the ratio of net
sales to total assets, and the ratio of total assets to firm size.
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dressing all of them at once in a
single piece of research is a near im-
possible task. Therefore, these top-
ics are left as suggestions for future
research initiatives.
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